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Abstract: In Pre-Reform Period (before 1991), Fiscal Policy was one of the main basic policy of Indian 
economic policy. Fiscal Policy mainly aims at improving the growth performance of the economy and 
ensuring social justice to the people. Fiscal policy influences growth performance of an economy mainly in 
two ways. In the first place, it affects growth by influencing the mobilization of resources for development. 
Secondly, it also affects by improving the efficiency of resource allocation. The main objective of this study 
was to analyze the Fiscal Policy in pre – reform period in India. The study was based on secondary data 
published by Government, RBI and other institutions. It was found that in pre – reform period, the tax rates 
were very high and the tax structure was very complex. As a result not only industrial growth and export 
suffered but individuals were also de-motivated.  
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The main objective of the study was to 
analyze the Fiscal Policy in pre – reform period in 
India. The study was based on secondary data 
published by Government, RBI and other 
institutions. Fiscal policy is the use of government 
spending and taxation to influence the economy. 
Governments typically use fiscal policy to promote 
strong and sustainable growth. Industrial policy, 
Foreign Trade Policy, Policy towards Foreign 
Capital, Exchange rate policy, and Fiscal Policy 
were the main constituent policies of Indian 
economic policy in Pre-Reform Period (before 
1991).   
The Planning Commission started the 
fiscal policy in the Seventh Five Year Plan. With 
the use of fiscal policy the Government created and 
sustained the public economy consisting of the 
provision of public services and public investment; 
at the same time it was also an instrument for 
reallocation of resources according to national 
priorities, redistribution, promotion of private 
savings and investments, and the maintenance of 
stability.
1
 Thus fiscal policy had a 
multidimensional role. It particularly aimed at 
improving the growth performance of the economy 
and ensuring social justice to the people.  
 Fiscal policy influences growth 
performance of an economy mainly in two ways. In 
the first place it affects growth by influencing the 
mobilization of resources for development. 
Secondly, it affects by improving the efficiency of 
resource allocation.  
 Fiscal Policy and Resource Mobilization  
India has done extremely well in terms of 
tax efforts. In 1950-51 when the planning process 
was initiated the Tax- NNP ratio was as low as 
6.4%. Since then it increased steadily and stood at 
19.4% in 1994-95. In India all the major taxes 
(except personal income tax and land revenue) 
recorded buoyancy greater than unity. Evidently 
this enabled greater mobilization of resources 
through taxation than what one normally expected 
in the conditions which  prevailed in India.  
Apart from tax revenue other important 
aspects of resource mobilization were generation of 
non-tax revenues, restricting of current government 
expenditure and raising of surpluses of public 
sector enterprises. Each of these needed careful 
analyses for assessing the government’s effort in 
respect of resource mobilization. Public savings 
was considered as an appropriate index of resource 
mobilization efforts.  
Since the Fourth Five Year Plan, the 
Planning Commission explicitly laid down targets 
for public savings rate for the terminal year of the 
respective Five Year Plan on comparing the actual 
rates with these targeted rates one has inevitably 
led to the conclusion that, public savings 
performance had fallen markedly below planned 
levels in the past twenty years.
2
 In 1976-77 the rate 
of public saving was 4.9% of GDP and in 1994-95 
it was 1.7% of GDP. The unsatisfactory 
performance of the public savings during post two 
decades was attributed less to any weakness in 
mobilizing revenues and more to a rapid growth in 
Government expenditures.
3 
The real problem for 
the government savings had been the rapid growth 
of revenue expenditures. The main factors which 
led to the growth of revenue expenditures were 
subsidies and interest payments and another factor 
was failure of public sector enterprises.  
In India, fiscal policy was used for 
providing both special incentives for private 
savings and encouraging investment in specified 
areas like housing. As a result of these policies in 
case of the last three Five Year Plans the actual 
private savings rate exceeded the planned target.  
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The failure of the fiscal policy in India 
was perhaps the most conspicuous in its inability to 
prevent the growth of black economy. The black 
economy also constrained the resource 
mobilization efforts through large-scale leakages of 
funds from development projects and other 
programmes.  
Fiscal Policy and Resource Allocation 
Fiscal policy also influenced growth 
performance of an economy through its effects on 
the allocation of resources.  
Among the various instruments of fiscal 
policy perhaps tax policy was the most important 
determinant of the efficiency of resource use. But, 
in India a sizeable black economy existed which 
posed serious problem for the allocative 
dimensions of fiscal policy. Acharya, stated that to 
begin with, widespread tax evasion blunts the 
allocative signals of the tax system. When in the 
case of a large number of manufacturers and 
traders, the tax dues were believed to be the end 
product of a complicated interaction between the 
tax statutes, the evasion opportunities, the 
enforcement machinery and its susceptibility to 
corruption, it was idle to pretend that only the first 
of these factors, namely, the tax laws, was solely 
responsible for the resource allocation implications 
of tax system.
4 
Fiscal Policy and Equity 
It is often doubted that India’s fiscal 
policy conformed to the principle of equity. During 
the first four decades of economic planning the 
share of direct taxes in total tax revenue had fallen 
from 40% to 16%. However, during the 1990s the 
trend was reversed. Hinrichs has pointed out that, 
in the course of development in most countries the 
share of direct taxes in the total tax revenue showed 
a tendency to increase.
5 
It was thus surprising that 
the trends in India were just opposite to the trend 
witnessed in other countries. Chelliah tried to 
provide an explanation for the outlier Indian 
experience. In this opinion, the share of direct taxes 
was expected to rise with the increase in per capita 
income only after it had reached a certain minimum 
level and then grew at a fairly high rate.
6
 This 
explanation was not altogether correct. There were 
much evidence to prove that in India both the 
bureaucracy and the politician have collaborated 
with the ruling classes in putting the major burden 
of economic development on the common people.  
Even on the progress of personal income 
tax it became difficult to pass judgment in the 
country. In terms of normal rates this tax was 
certainly progressive. But who could deny that 
there was a large undisclosed income in the country 
on which no tax was paid.  
Indirect taxes are generally believed to be 
regressive. The study of tax incidence by Cheliah 
and Lal, however, did not support this view. This 
study concluded that, indirect taxes, as a proportion 
of household expenditure record a steady increase 
with a rise in expenditure levels.
7
 Then the 
inevitable conclusion to which one would be led 
was that the indirect tax structure in India was 
progressive. However, an important study by 
Ahmad and Stern raised serious doubts about the 
validity of the earlier study. Ahmad and Stern 
found that, certain indirect taxes were progressive 
but this was not true of all taxes. Moreover, for 
urban areas the burdens of most of the taxes was 
found to be proportionate to expenditure levels.
8
 
For assessing the equity application of the 
fiscal policy it was also necessary to analyze as to 
who benefits from public expenditure. For India so 
far no comprehensive study was conducted on this 
aspect of the fiscal policy. But the fact was that the 
benefit of most of the government expenditure had 
hardly reached the poorest of the poor.  
Long Term Fiscal Policy of 1985  
Recognizing the fact that there had always 
been much of adhocism in formulating the fiscal 
policy in India, the long term fiscal policy of the 
government co-terminus with the Seventh Plan was 
announced on December 19, 1985. The main 
objectives of this policy were the same as that of 
the Seventh Plan. From this point of view it was 
stressed that inflationary pressures were to be kept 
to the minimum and in this task an appropriate 
fiscal policy could be of great importance. More 
specifically the government thus stated that in 
particular non-inflationary financing of the plan 
would require progressively more reliance on 
surpluses generated by the budget and public sector 
undertakings and correspondingly diminished 
recourse to borrowed funds. This must have been 
an essential component of the Long-Term Fiscal 
Policy.
9
 
The government hoped to realize the 
following benefits from a long-term perspective to 
fiscal policy:  
 The policy would give a definite direction 
and coherence to the sequence of annual 
budgets.   
 The policy would gradually reduce the 
government’s reliance on discretionary 
case-by-case administration of physical 
controls and would create conditions for 
the adoption of rule-based financial 
policies.  
 In a developing economy like India ours, 
effective co-ordination of different 
dimensions of economic policy, fiscal 
policy, monetary policy, industrial policy 
and trade policy was of vital importance 
and this would be facilitated by a long-
term perspective to policy making.  
 The policy would serve as a bridge 
between the five year financial targets of 
the Seventh Five Year Plan and the annual 
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budgets by proving an indicative, year-
wise financial frame work for fiscal 
policy.  
The Financial Framework  
 The financial framework for the Long-
Term Fiscal Policy was provided by the Seventh 
Plan pattern of financing. According to the Seventh 
Plan, resources amounting to 10.1% of the GDP 
were to be deployed by Centre on the Central Plan. 
A comparison of the pattern of financing for the 
Sixth and Seventh Plans underscored two points. 
First, the relative role of public savings was 
envisaged to be greater in the Seventh Plan. 
Second, almost all of these savings had to be 
provided by the public sector undertakings. The 
shares of domestic borrowings and net external 
finance were expected to be the same over the 
Seventh Plan as they were over the Sixth Plan.  
 The effort required on the part of public 
sector undertakings was stupendous. In 1985-86 
these enterprises were expected to raise resources 
amounting to 2.9% of GDP. It was envisaged that 
the resources generated by the public enterprise 
would rise to 4.1% in 1989-90. However, in 
practice the performance of public enterprises on 
this criterion turned out to be quite disappointing. 
The other component of public savings, central 
government’s balance from current revenue was 
expected to be negligible over the Seventh Plan 
period.  
 Tax revenue performance during the 
Seventh Plan seemed to be satisfactory if 
considered in terms of aggregated figures. On 
considering disaggregated figures for direct and 
indirect taxes we find that performance of direct 
taxes was far behind the targets. Indirect taxes, 
however, performed better, exceeding Seventh Plan 
projections by a significant margin. Non-tax 
revenues performed well exceeding the projections 
consistently by significant proportions.  
 During the Seventh Plan, non-plan 
revenue expenditure far exceeded the Seventh Plan 
targets. This factor alone thus contributed most to 
the fiscal crisis that developed in this period.  
 Over the Seventh Plan period domestic 
borrowings were projected to provide 5.1% of 
GDP. However, their share was to decline steadily 
from 6.4% of GDP in 1985-86 to 4.4% in 1989-90. 
This policy of the government of reduces reducing 
its dependence on domestic borrowings for the Plan 
finance was consistent with the objective of price 
stability. The actual domestic borrowings were, 
however, far above the projected levels, and both 
market borrowings and budgetary deficits exceeded 
by wide margins in the projected targets. The 
failure on this front was most glaring as in 1989-90 
domestic borrowings amounted to 7.8% of GDP as 
against the target of 4.4%. Such wide margins 
between actual domestic borrowings and their 
targets existed in other years also.  
Public Savings 
For the financing of the Seventh Plan, 
while borrowings from the banking sector were to 
be kept within reasonable limits, the Centre’s 
public saving had to increase to the levels indicated 
above. This required action on two main fronts. 
The first major task was to improve the revenue 
raising capacity of the tax system and second thing 
that had to be done on priority basis was to reduce 
the growth of non-plan expenditure.  
Until 1985 performance of the public 
enterprises had not been satisfactory and they had 
not generated the required re-investible surplus. In 
the Long Term Fiscal Policy statement the 
government thus asserted that it would give greater 
attention to their efficiency and in the case of 
commercial undertakings would rationalize their 
pricing policies. This in fact required a multi 
pronged strategy, including organizational changes, 
better management methods, effective workers 
participation and appropriate financial and pricing 
policies.
10
 
The Tax Structure  
The government stressed the need to raise 
the revenue yield of income tax and corporation tax 
in its Long- Term Fiscal Policy statement due to 
the fact that at that time direct taxes accounted for 
about one fifth of total tax revenue. There could 
always be a temptation to raise additional revenue 
by raising custom duties. However impact of 
custom duties allocation of resources between 
tradable and non-tradable goods, between import 
and export industries and on cost structure of 
domestic industries was of great importance. 
Having taken notes of these facts the government 
asserted in its Long- Term Fiscal Policy statement 
that while levying custom duties, their trade and 
development aspects and long-run effects on 
resource allocation and efficiency would be kept in 
view.  
In the Long- Term Fiscal Policy 
statement, it was asserted, that the long-term task 
of fiscal policy in the area of taxation was to bring 
about a structural reform in the then present 
system. The reform was expected to ensure that 
revenues increased automatically and 
commensurately as incomes and prices increased. It 
was also expected to ensure secured better 
compliance, reduced harassment and improvement 
in the efficacy of the tax structure to serve the Plan 
objectives while minimizing the harmful effects.
11 
Direct Taxes 
The 1985-86 budget introduced major 
reforms in the structure of direct taxes with a view 
of creating conditions conducive to growth, 
productivity and savings. These reforms also aimed 
at providing relief to people with relatively lower 
incomes. These efforts were in the correct direction 
as they showed expected results. However, despite 
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these reforms, the direct tax laws remained not only 
complex, they also left considerable scope for tax 
evasion. Therefore further, reforms at least in two 
directions were urgently required. In the first place, 
structure of direct taxes had to be simplified so that 
honest tax payers did not faced unnecessary 
harassment. Secondly, in order to curb tax evasion, 
administrative measures had to be undertaken. The 
government thus expressed its intention to rewrite 
the direct tax laws with the following objectives in 
views.
12
 
1. Rationalizing and simplifying the laws in 
order to make the provisions easier to 
administer, 
2. Improving the effectiveness of the 
provisions for curbing tax evasion;  
3. Building effective deterrent penal 
provisions;  
4. Bringing about uniformity of procedures 
for all direct taxes;  
5. Reducing the categories of taxable 
entities.  
 The rates of personal income tax were 
lowered in the 1985-86 budget as part of Long 
Term Fiscal Policy. In response to this measure the 
government had expected better compliance and 
hoped that it would improve built-in-revenue 
raising capacity of the tax.  
 The 1985-86 Budget also initiated a 
process of reform of the corporation tax. It was felt 
that there was scope for further reforms along two 
lines. The measures considered were:  
 Further reduction in the rates of 
corporation tax by 5 percentage points and 
the withdrawal of surcharge and  
 Abolition of investment allowance in a 
phased manner.  
 From the point of view of simplicity a 
straight forward reduction in tax rates had a merit. 
The investment allowance turned out to be the most 
misused concession. It resulted in emergence of 
many highly profitable taxes less companies. 
 The estate duty was abolished and with it 
the prime justification for levying a gift tax had 
gone. The government, however, asserted that gift 
tax had to be retained not only on the grounds of 
equity but to prevent attempts to reduce tax liability 
to income and wealth taxes. The capital gains tax 
was retained due to the inducement it provided to 
investment activity. The wealth tax suffered from 
various anomalies, yet it was retained. The 
government, however, decided to remove 
anomalies in the rules for the valuation of assets.  
 
 
Indirect Taxes 
According to the Long- Term Fiscal 
Policy statement, “The proposed reforms in the 
structure of custom and excise duties were 
designed to promote the primacy of the basic 
objectives of economic growth, equity, simplicity 
and built-in revenue raising capacity. In addition, 
these reforms were intended to serve as vehicles for 
progressively moving from discretionary 
quantitative restrictions and physical controls to 
fiscal instruments for managing the economy.”13 
In India excise duties have been levied for 
various purposes besides revenue protection of 
small industries, economizing use of certain scarce 
materials, discouraging consumption, encouraging 
certain processes etc. Once levied the changes in 
the nominal rates of excise duties and the 
exemptions granted were seldom systematically 
considered. Moreover, excise duties were levied on 
many intermediate and capital goods and thus rates 
on final consumption goods could not be 
ascertained. According to Lakdawala, “There was 
lack of transparency, and the buyers paid more than 
the government received by way of taxation 
because of the cascading effect of interest charged 
and the greater mark up.”14 Hence in the Long- 
Term Fiscal Policy statement the need for gradual 
change over to MODVAT was stressed. However, 
adoption of MODVAT was to be revenue neutral. 
The changeover to new system has not 
substantially added to revenues.  
Custom duties presented an extremely 
complex situation, because they were often 
expected to realize conflicting objectives. High 
revenue yielding duties on imports would always 
be welcomed to the exchequer, but the scope for 
them was not much. Due to scarcity of foreign 
exchange India could not afford imports of highly 
taxable non-essential consumer goods. Further, the 
import substitution policy of the past had resulted 
in the levying of highly protective tariffs and 
imposition of quantitative restrictions. Heavy 
duties on non-competitive capital goods, raw 
materials and components had provided indigenous 
industries unwarranted protection. In the Long 
Term Fiscal Policy it was therefore contemplated to 
use changes in custom duties to move from 
discretionary quantitative controls to managing the 
affairs of the economy through fiscal methods. This 
implied adoption of a uniform rate policy and a 
systematic review of the various exemptions and 
concessions characterizing the system of custom 
duties.  
 Therefore on the basis of above account it 
might be concluded that in pre – reform period, the 
tax rates were very high and the tax structure was 
very complex. As a result not only industrial 
growth and export suffered but individuals were 
also de-motivated.  
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